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Abstract 
The aim of this topic is to provide a different view on the theory of value investing through exploration of discounts 
and premiums. Method of discounts and premiums comes from the field of business valuation and answers 
the question, why the price of certain stock is overvalued or undervalued compared in contrast with an average. 
The first chapter of this thesis deals with general issues of value investing and method of choosing appropriate 
shares. The next section presents a theory of discounts and premiums. The last chapter tests a sample of stocks 
selected on the basis of the value investment approach and surveys that sample of stocks by the approach of 
discounts and premiums. 
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1. Introduction 
The value investment theory is often associated with famous names like Graham, Dodd, and Warren Buffet. 
The aim is to find fundamentally strong shares whose intrinsic value exceeds the current market price. Investors try 
to create so called “margin of safety” to minimize any decline in market prices of shares. Value investors look 
for stocks which stand out of the investor’s interest and are relatively "cheap" (Benjamin Graham, 2008). The aim of 
this paper is to highlight the possible shortcomings of this theory, through the method of discounts and premiums. 
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This method is used in business valuation and takes into account specific factors affecting stock prices (MaĜík, 
2007).There is a possibility that a relatively low share price is caused by very specific factors that are not primarily 
visible. The answer to this question should provide the theory of discounts and premiums. (Kábrt, 2014) 
2. Value investing 
Now I'll introduce one of many approaches used by investors to the selection of appropriate shares. The aim 
of value philosophy is simply a selection of fundamentally strong shares, with an emphasis on creating a sufficient 
"margin of safety" against a possible decline in their prices. This approach considers the rise in share prices as a 
bonus (Buffett, 1961). The main goal of value investor is to maximize a security of portfolio against potential losses. 
In contrast with „growth philosophy“, which prefers the current "popular" and rapidly growing shares, value 
approach tries to identify stocks whose profits are currently rather disappointing for investors, or behind the interest 
of investors. (Benjamin Graham, 2008) 
2.1. Margin of safety 
This simple concept, introduced by Benjamin Graham in his book The Intelligent Investor (Graham, 2007) 
represents a key element in selection of appropriate shares. The margin of safety is certain percentage (discount) 
with which the share is bought in contrast with its intrinsic value. E.g. intrinsic value of the shares of YHOO 
(Yahoo) will be $ 40 apiece and investor will be willing to buy it for $ 30 apiece. Its "margin of safety" will 
therefore be 25%. 
If this value is high or low depends on the specific nature of investor’s behaviour (Daniel Kahneman A. T., 1979). 
This concept leads to the following conclusions: 
x It is not easy to determine an intrinsic value of shares - thus, if we make a mistake in calculation, sufficient 
"margin of safety" will protect us against our failure. 
x Intrinsic value of share is variable in time and its value unexpectedly reacts to external events, thus higher 
"margin of safety" enable us to respond with greater delay to unexpected market fluctuations. 
x The higher the "margin of safety", the higher the probability of success of an investment (if you buy 1 crown for 
50 cents is more likely to earn than if the same crown buy for 90 cents). 
x The higher the required "margin of safety", the more difficult to find relevant investment titles (Graham, 2007)
2.2. Value screening 
Value screening is a screening method for selecting stocks according to the Value investing theory (Veselá, 
Investování na kapitálových trzích, 2011). In this section, we present a simple filter, consisting of six main elements 
that should secure high probability of selecting fundamentally strong shares. If shares pass through our filter, there is 
a high probability that they fulfil our requirement on high margin of safety. (Benjamin Graham, 2008) 
Required criteria:  
x P/E < 15 (Price to earnings ratio) 
x P/BV < 1.5 (Price to book value) 
x Dividend yield > 0 
x Current ratio > 2 
x Earnings per share (in last 5 years) > 0 
x Debt/equity < 0.6 
x Market capitalization > 500 mil. USD 
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Tab. 1: Value screening  
 
Source: Data source (Finviz.com, authorial calculation - Processed in 15.3.2014) 
Table 1 represents the result of stock selection that we achieved after applying the relevant filters on the initial set 
of 6809 shares. After application of "value filter" remained only 8 shares out of 6809. In conclusion, finding of 
suitable companies with appropriate fundamental data is a very difficult task. (Kábrt, 2014) 
3. Discounts & Premium 
This aim of this chapter is to introduce topic of discounts and premiums. These two opposite terms are originally 
from the field of business valuation. They take into account specific factors of particular securities, which should be 
reflected in their prices. Method of discounts and premiums is also used for determining the value of share of equity. 
Discounts and premiums can be easily applied both on publicly traded companies and on limited liability 
companies. (Richard A. Brealey, 2013). 
Depending on whether the discounts and premiums affect the value of an enterprise as a whole, or relate to 
specific shareholders, we distinguish: 
x Discount and premiums at the company’s level (entity-level discounts) - insignificant for this thesis 
x Discounts and premiums at the shareholder / shareholder (shareholder-level discounts) (Richard A. Brealey, 
2013) 
The whole concept of discounts and premiums summarizes the American Valuation Standards ASA in BVS VII 
Valuation Discounts and Premiums follows (American society of Appraisers): 
x Discount has no meaning until the conceptual basis of underlying values (to which it is applied) is defined  
x Premium has no meaning until the conceptual basis of underlying values (to which it is applied) is defined  
x Discount or premium arises when the characteristics affecting the value of shares differ significantly from the 
characteristics that are inherent baseline with which a comparison is made 
x Premiums or discounts quantify the adjustment that must be used to account for the difference in characteristics 
that affect the value of the share from baseline with which a comparison is made. 
The actual usage and estimation of discounts and premiums is a very controversial area in the field of business 
valuation. The main reasons for this fact are inconsistencies in theoretical views and different results of empirical 
studies in this area. Here we see, therefore, on the one hand with the need for the use of discounts and premiums on 
the other hand with serious application and theoretical issues on the overall valuation. For this reason, it is necessary 
to conduct a thorough analysis and justification: 
x Which discounts and premiums should be applied in relation to the purpose of valuation and used methods 
x basis on which discount or premium should be applied 
x The actual values or ranges, which would discount in this case could move, i.e.  Detailed analysis of input data 
and their relevance. (MaĜík, 2007) 
symbol P/E P/B Dividend yield Current ratio Total debt/ equity EPS (past 5 years) Market cap. (mil. USD) 
IAG 14,46 0,36 7.40% 3,30 0,17 45% 1307 
MANT 13,93 0,92 2.82% 2,20 0,17 6% 1107 
NSU 8,60 1,10 4.07% 12,80 0,00 92% 685 
UVV 10,56 1,12 3.78% 2,50 0,52 5% 1252 
VFC 5,82 1,20 1.70% 2,00 0,34 48% 6756 
DCM 13,86 1,26 3.39% 2,20 0,04 1% 67260 
IBA 9,39 1,30 1.23% 3,80 0,11 12% 2113 
PWRD 14,66 1,45 2.08% 2,00 0,05 10% 1010 
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3.1. Discounts at the shareholder level 
This section dedicated to discounters at the shareholder level will be for the purpose of this thesis more important 
than discounts at the enterprise level, because as shareholders often do not know the key persons in the company 
management do not even know about the existence of off-balance sheet liabilities of corporations whose shares are 
buying. Discounts and premiums at the shareholder level are divided into following categories: 
x Discount for limited marketability 
x Discount for minority (or a premium for controlling) 
These discounts and premiums operate unevenly - only at the level of particular shareholder. In other words, the 
value of shares in the same company may be different for various shareholders or groups. Before we begin to 
analyze the amount of discounts and premiums, it is necessary to establish a primary basis from which we come out. 
(MaĜík, 2007) 
3.2. The basis of discounts and premiums 
The basic condition for the application of discounts and premiums is the correct identification of the base 
from which discounts and bonuses are counted. We know from the previous section, that a discount for minority and 
discount for reduced marketability both belong to the category of discounts at the shareholder‘s level. According 
to prof. Marik (MaĜík, 2007)  are marketability and a degree of control of the company quite connected variables. 
The main reason is that the degree of control the company may affect the marketability (liquidity) of shares or 
equity ratio. As the basis for calculating discounts for a limited marketability we will therefore consider: 
x The value of a controlling stake 
x The value of a minority stake 
We are facing a problem that the marketability of the major and minor share is different. Majority owner may sell 
the company on the market, cancel it and also make IPO in case of non-tradable companies. Minority shareholder 
can get liquidity (cash) on the market almost immediately by selling off their shares. Transactions of minority 
shareholder are in most cases neither capital nor time-consuming and can be done within a few moments through a 
securities trader. If the majority owner decides to sell its share of the market M & A, it may take months, even years, 
before 
the transaction takes place (market M & A is seen as unorganized, liquidations mean the closure of the company and 
selling off assets and Initial Public Offering is the first public issue of shares on the capital market). The time 
horizon is not a sale of a majority stake known in advance. The transactions are often linked to high costs 
(consultants, valuation, audit and other items). In some cases, on the M & A market does not take place payment in 
cash, but through deferred payments in the future. For this reason it is not known, in advance neither success of 
transaction nor a transaction price of a controlling share (depending on the outcome of negotiations between the 
parties). Seller therefore undergoes certain risks that should be taken into account financially. 
The main factors to be taken into account for the calculation of the discount for limited marketability at 
controlling stakes (publicly traded and non-marketable), are as follows: 
x Transaction risk 
x The uncertainty associated with the resulting amount 
x The cost of the transaction 
x Time value of money 
The problem in estimating an amount of discounts for limited marketability in controlling stakes is founded in the 
fact that there are no available historical data from which we can reliably determine discount. The main reasons why 
we cannot use data about discounts are: 
x Various discounts source 
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x Different basis of discounts application 
x Data reflected marketability comes from public markets, but controlling stakes have different markets (MaĜík, 
2007)
3.3. Discount for a limited marketability and minority 
The term marketability is often confused with the term liquidity. But one can say that marketability can be 
understood as an option to trade with a given asset. It means that if an asset is traded, there is a market for the asset 
and the existing market is a prerequisite of liquidity for the particular asset. Market liquidity is then an amount and 
volume of underlying transactions. Liquidity indicates the degree of marketability of an asset. Marketability is 
a broader concept than liquidity, since the concept of marketability contains both the right and the ability to sell the 
asset. Investors prefer assets with non - limited transferability, and with a high level of liquidity. These preferences 
of investors caused a decline in asset prices with lower marketability while the rise in prices of freely tradable 
(liquid) assets. This price differential is the reason why it is necessary to apply a discount for a limited marketability. 
The value investment theory assumes that stocks (meeting several criteria) specified in Table 1 are suitable 
investment instruments, because they are relatively cheap, stand aside of investor‘s interest, fulfill liquidity 
requirements, and emitting companies are financially healthy (Sufficient liquidity and low liability ratio). This 
chapter (and the whole article) tries to answer the question: "Why shares (selected according to the value approach) 
belong outside the interest of investors?" The above hypothesis about the low prices of illiquid assets and the high 
prices of liquid assets brought me to the idea to analyze the influence of shareholder’s structure and other 
proprietary indicators on share prices, selected according to the value approach. I thought that the low price may be 
caused due to the limited marketability, or others earlier not mentioned anomalies. (Richard A. Brealey, 2013) 
The first anomaly, I decided to examine (Kábrt, 2014) is the shareholder’s structure of selected companies. On 
the chart we can see the structure of 16 publicly traded and non-traded shares, which were selected based on the 
original version screening value in the previous chapter. To calculate publicly tradable and non-tradable shares we 
can use following equation (Richard A. Brealey, 2013): 
 
ሺΨሻ ൌ ϐ୪୭ୟ୲
୭୳୲ୱ୲ୟ୬ୢ୧୬୥ୱ୦ୟ୰ୣୱ
        (1)
ሺΨሻ െ  ൌ ͳ െ ሺΨሻ     (2) 
 
Where "float" is the number of shares that are publicly traded and "outstanding shares" is the number of shares 
issued, including "restricted stocks (shares with limited conversion rights)” – stocks, that are held by institutional 
investors (Veselá, Analýzy trhu cenných papírĤ, 2003), and shares belonging to company's management. 
IBA (Industrias Bachoco SAB de CV) has only four percent float, which means that only 4 % of the total number 
of issued shares are publicly traded. It is therefore possible that this is one of the reasons why shares of this company 
are on the verge of investor‘s interest. Companies MANT (ManTech International Corporation), MIL (MFC 
Industrial Ltd.) and DCM (NTT DOCOMO, Inc.) have 62 %, 63 % and 38 % of publicly traded shares. Remaining 
companies have more than 80% of publicly traded shares. 
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Data source: Finviz.com, authorial calculation 
Fig. 1. Tradable and non-tradable shares. 
Figure 2 extends an analysis and identifies the shareholder’s structure of these selected companies. This analysis 
respond to the second discussed topic – discount for minority. We can observe that the vast majority of shares 
(selected on the basis of the original value of investment theory) own institutional investors. Absolute exceptions are 
companies DCM (NTT DOCOMO, Inc.) and IBA (Industrias Bachoco SAB de CV), where over 90 % of all shares 
is owned by other investors. MIL (MFC Industrial Ltd), NMM, NSU (automatically drawn Resources Ltd.) and 
PWRD (Perfect World Co., Ltd.) have in contrast with other companies a significant proportion of shares held by 
management (31 %, 19 % and 20 %). In conclusion we can say that there exist certain anomalies in a sample of 
these companies. But the question remains to what extent, if at all contribute to a decrease in the intrinsic value of 
the shares investigated. (Kábrt, 2014) 
 
Data source: Finviz.com, authorial calculation 
Fig. 2: Shareholders structure 
4. Conclusion 
This article has been devoted to the analysis of value investment theory from the perspective of discounts and 
premiums. The theory of value investing includes six key criteria in the selection of appropriate shares. Value 
screening started with 6809 companies and after application of all (6 filters) only 9 companies remained. 
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Chapter 3 introduced the theory of discounts and premiums, and their influence on the possible deviation of the 
market price of shares from their intrinsic value. The nine remaining shares that have passed through initial filter 
were examined in terms of their public tradability and non-tradability for the individual investor. It was found that 
four 
of the nine companies had only 60% and less tradable shares. The last analysis in this section was devoted to the 
structure of shareholders. It was found that only in three out of nine companies dominated other investors (among 
them retail investors). The vast majority of companies were owned by institutional investors. The highest proportion 
of shares owned by the company's management was recorded in the company MFC Industrial Ltd (30 %). 
The article points to the fact that low share price does not necessarily mean an adequate margin of safety, but it 
may be caused due to discounts projected in market prices. Investor’s decision could be therefore based on both 
mentioned methods, in order to ensure maximum security of their funds. 
Acknowledgements 
This paper has been prepared under financial support of a grant “Advanced methods of financial asset returns 
and risks modelling” IGA VŠE F1/23/2015 which author gratefully acknowledges. 
References 
Benjamin Graham, D. D. (2008). Security Analysis. New York: McGraw-Hill. 
Buffett, W. (1961). Warren Buffett's Partnership Letter for 1961. 
Finviz.com. (2014). To date 15. 3 2013, from www.finviz.com 
Gerstein, M. H. (2003). The value connection: a four-step market screening method to match good companies with good stocks (2. extended 
version). New York: Hoboken. 
Graham, B. (2007). Inteligent Investor (1. release.). Prague: Grada 
Kábrt, B. T. (2014). Comprehensive hedging of stock portfolio. Prague. 
Kahneman, D. (2011). Thinking fast and slow. New York: Farrar, Staus and Giroux. 
MaĜík, M. (2007). Metody oceĖování podniku: proces ocenČní - základní metody a postupy (2. revised edition). Praha: Ekopress. 
Richard A. Brealey, S. C. (2013). Principles of corporate finance (11th edition ed.). New York: McGraw-Hill Irwin. 
Veselá, J. (2003). Analýzy trhu cenných papírĤ. Praha: Oeconomica. 
Veselá, J. (2011). Investování na kapitálových trzích (2. revised edition). Praha: Wolters Kluwer. 
 
